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SUMMARY 


The Brazilian economy continued the rapid rate of expansion 
established during the past six years. It began the year 
with a sharp expansionary burst, but has slowed to a more 
reasonable pace. Industrial production should grow by 
approximately 11% and agricultural output by about 8% this 


year, permitting an overall economic expansion of about 10%. 
The Minister of Finance projects this year's inflation rate at 
32%,, as measured by the Guanabara Consumer Price Index. The 
balance of payments is becoming a significant concern. Brazil's 
-1974 imports may approximate $12 billion while its exports 

are unlikely to exceed $7.5 billion. This trade deficit will 
help raise Brazil's gross foreign debt to about $19 billion 

by the end of December. The Second National Development Plan 
announced by President Geisel foresees a rate of growth similar 
to that of the past few years. It recognizes, however, that 
the economy must make several basic adjustments. Greater 
emphasis, for example, will be given to import substitution. 
Simultaneously, the Government will attempt to foster a more 
rapid growth of exports. 


Brazil promises to remain an excellent market for United 
States exports and investments. American sales to Brazil this 
year may surpass $2.8 billion (FOB). Major new projects being 
undertaken in various sectors of the economy should strengthen 
the demand for American exports during the coming years. On 
the other hand, the renewed emphasis on import substitution 
may imply a stricter interpretation of the "Law of Similars", 
which would signify greater import impediments for selected 
items. Brazil's determination to expand domestic industry 
should, however, open enlarged possibilities for American 
capital goods exports and for direct investments. 





CURRENT ECONOMIC SITUATION AND TRENDS 


Economy Registering Major Advance in 1974 


Brazil's economy has continued expanding rapidly despite the 
confused international financial situation and the scarcity of 
commodities and industrial inputs. Government spokesmen 
still predict confidently a gross domestic product increase 
of about 10 percent this year. The industrial sector, still 
setting the pace for the entire economy, expanded at an 
extremely rapid pace during the early months of the year. 
This growth decelerated in June and has since recovered only 
partially. As a result, trouble spots have appeared in the 
consumer durables and construction sectors. Output during 
January-August 1974, compared to the same period of 1973, 

was up approximately 11 percent for steel ingots, 23 percent 
for motor vehicles, 21 percent for tractors, and 23 percent 
for cement. During the first 6 months of this year, compared 
to the same period last year, the output of domestic electric 
appliances rose some 19 percent and industrial consumption of 
electricity in the south-eastern region of the country 
increased almost 15 percent. These trends indicate that 
industrial output may rise about 11 percent this year. 


The agricultural sector is expected to provide an exceptionally 
large boost to overall national output this year. The growth 
in production may be in the range of 8 to 10 percent, compared 
to an estimated 3.5 percent in 1973. The major causes for 

this year's accelerated growth are the excellent coffee and 
soybean harvests. The coffee crop is being estimated at 

some 26 million bags, i.e., a 73 percent increase over the 
estimated 15 billion bags harvested in 1973. The soybean crop 
is estimated at approximately 7 million tons, or almost 

46 percent greater than the 4.8 million tons produced last 
year. On the negative side, the precipitous rise in prices 

has caused some concern that sufficient fertilizers would 

not be used and the sugar, cotton, bean and rice crops have 
been somewhat disappointing. Nevertheless, the sector's 
overall performance looks quite promising. Final results for this 





year depend substantially on the size of the wheat crop 
currently being harvested. As of mid-October, the crop is 
projected at aimost three million tons, which would 
represent a major increase over the 1973 harvest of 1.9 
million tons and would virtually guarantee an exceptionally 
good agricultural year. 


Inflation up Sharply 


The rate of inflation, reversing its downward trend of the 
past few years, rose sharply early this year. The excessively 
large expansion (47 percent) in the money supply last year, 
demand pressure on an industrial sector working at capacity, 
the sharp rise in petroleum costs, and the increases in most 
commodity prices added significantly to inflationary pressures. 
Two additional factors temporarily reinforced the upward spiral 
early this year. First, in late 1973 the Interministerial 
Price Commission denied or delayed numerous requests for 

price increases. Many of these requests had to be honored 

in early 1974, sometimes to keep a firm from ceasing operat- 
ions. Second, the price indexes had understated the true rate 
of inflation in 1973 by using several government established 
prices, rather than true market values. This practice has 
been terminated and the indexes have been adjusted to reflect 
actual market prices. These various factors raised the State 
of Guanabara Consumer Price Index 15.8 percent during the 
first four months of the year, with a jump of 4.3 percent 

in April alone. Since then, the rate of increase has 

subsided to between 1.5 to 2.0 percent per month. Through 
September, the increase for the year was 27.3 percent. 
Government spokesmen claim optimistically that the average 
monthly change in the Guanabara Consumer Price Index during 
the final quarter should approximate 1.5 percent and that 

the December to December increase should be about 32 percent. 


The projections rest on an avowed confidence in the 
government's three pronged attack on inflation, i.e., a 
balanced federal budget, price controls by the Inter- 
ministerial Price Commission and a tight monetary policy. 
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The federal budget produced an estimated surplus of Cr$5 
billion during the first eight months of the year, an 
increase in current terms of more than 500 percent over 

the same period last year. The budget is expected to be in 
virtual balance by the end of the year, but this initial 
large surplus has at least temporarily restrained demand. 
The Interministerial Price Commission has conscientiously 
attempted to moderate the rate of price increases, but has 
attempted also to avoid shortages on the retail market. 
When authorizing price increases, it attempts to offset 

the rising costs of an average producer in a given sector 
in the belief that more efficient producers should earn a 
higher return and less efficient producers should be forced 
to improve their operations. 


The Government's anti-inflation program has relied most 
heavily on a tight monetary policy, supported by a reduction 
in credit facilities. The administration has budgeted for 

a 35 percent expansion in the money supply this year, 
compared to almost 47 percent last year. Through the first 
eight months of this year, the expansion reached only 

12.9 percent, compared to an increase of 25 percent in the 
Wholesale Price Index and 27.3 percent in the Consumer Price 
Index of Guanabara State. The tight monetary policy forced 
the banking system into relative illiquidity and, combined 
with tighter credit controls, caused a slowdown in retail 
sales. The Government now indicates that the means of 
payment will expand more rapidly in order to achieve the 

35 percent expansion projected for this calendar year. 
During September the money supply reportedly grew by some 
four percent, a rate which will presumably prevail through- 
out the remaining months of 1974. This highly expansionary 
rate should ease the liquidity squeeze and add new vigor to 
the retail trade. Suppressed and normally-high fourth 
quarter demand, however, should absorb much of the increased 
money supply. Thus, government authorities apparently do 
not expect the greater liquidity to augment significantly 
inflationary pressures this year. ~ 





Government Accelerates Crawling Peg 


The Government's exchange policy this year has been marked 
by a more aggressive devaluation of the cruzeiro. Whereas 
the cruzeiro buy rate underwent no net change relative to 
the dollar during 1973, and was devalued by only 10.4 
percent in 1972, it has already been devalued by 16.2 
percent this year. Rate changes have been particularly 
rapid since June, when two adjustments occurred. Total 
devaluation for the year will likely approximate 19 percent. 


Balance of Payments Generates Concern 


Brazil's balance of payments situation undoubtedly contributed 
to the Government's decision to accelerate the rate of 
cruzeiro devaluation. The trade account has turned around 
sharply, moving from a slight surplus in 1973 to what 
promises to be a large deficit this year. Sparked by 
increased petroleum prices and a strong demand for metals 

and manufactured products, imports reached an 2stimated 

$9 billion during January-September 1974. The Government 

had apparently anticipated that its tight money policy, 

its request that state enterprises restrain their imports 

and, to a lesser extent, the recently increased tariff duties 
on luxury items would contain the precipitous jump in imports. 
These measures, however, do not seem to have had much short 
term impact. Current projections foresee an import bill for 
the year of approximately $12 billion, i.e., about 

$6 billion or almost 100 percent above that of 1973. 


Exports have not matched the rate of import growth. Manuf- 
actured exports have been growing rapidly because of rising 
prices, but agricultural exports have fallen in value and, 
especially, in volume. Coffee prices started to fall signif- 
icantly in early September as Brazil made a special effort to 
augment its foreign sales. Prices for most of Brazil's 
principal exports, however, have remained relatively strong. 
The nation's major export difficulty arises from the fact 
that its reserve stocks are greatly reduced and it has only 

a limited volume of agricultural products available for 





export. While Brazil has been able to enlarge its cocoa 
sales in response to high prices, shipments of such items 
as sugar, sisal and cotton have fallen below 1973 levels. 
Similarly, export limitations were placed on soybeans and 
beef. Total exports during January-September approximated 
$5.2 billion. The Minister of Finance recently projected 
exports for the year of about $7.5 billion. Brazil's 
merchandise account deficit, on that basis, would be 

$4.5 to $5 billion for the year. Given an expected deficit 
of slightly more than $2 billion on the service account, 
the overall current account deficit could approximate 

$7 billion. 


The Government hopes, as in the past, to offset the current 
account deficit with large foreign capital inflows from 
financial credits and direct investments. Although 
recognizing that the state of the international financial 
market is not conducive to long-term borrowing, the 


Government apparently expects to attract sufficient 
foreign capital to end the year with nearly $6 billion in 
international reserves, i.e., only slightly below the 

$6.4 billion level of December 1973. Such a result would 
mean that the nation throughout 1974 had attracted some 
$8.5 billion in gross inflows to cover the current account 
deficit and to amortize approximately $1.8 billion of the 
outstanding debt. Of the $8.5 billion, slightly more than 
one billion dollars is anticipated as direct investments, 
and about $7 billion as new credits. The Government has 
announced that as of the end of August it had already 
authorized net inflows of $3.9 billion and that foreign 
exchange reserves had fallen to $6 billion. The Government 
in mid-September reduced the minimum amortization period 
for foreign loans from ten to five years. The capital 
inflow, however, apparently did not pick up sharply in 
response to that change. Instead, bankers point to such 
factors as the confused state of the international market 
and the effective interest rate (in cruzeiro terms) of 
some 40% on foreign loans to explain why there was no 
immediate resurgence of capital inflows. In fact, the 
financial community apparently had some doubt as to whether 





Brazil will attract sufficient credit to maintain its 
current level of reserves. Perhaps in recognition of the 
difficulty of attracting sufficient foreign credit, the 
income tax rate on interest payments remitted abroad for 
foreign loans was reduced in an effort to bring the real 
cost of such loans closer to the cost of domestic loans. 
If the changes in the amortization period and the income 
t:ax rate induce a financial inflow large enough to offset 
the current account deficit, the nation's gross foreign 
debt may approximate $19 billion by the end of the year. 


Second National Development Plan is Announced 


President Ernesto Geisel has announced his administration's 
proposal for the Second National Development Plan covering 
the years 1975-1979. The Administration's goals and 
programs constitute an especially ambitious program. The 
Plan foresees an average annual growth in gross domestic 
product of 10 »yercent, a rate comparable to the rapid 
expansion of the past few years. Investments in basic 
industries, science and technology, and economic infra- 
structure during the five year period are projected at 
Cr$716 billion (US$101 billion at current exchange rate). 
This investment program is designed to provide an annual 
growth of 12 percent in the industrial sector and 7 percent 
in agriculture. The priority development industries will 
be those producing steel, fertilizers, non-metallicminerals, 
petw -chemicals, paper and cellulose, pharmaceutical 
products and all types of capital goods. The private 
sector will be expected to provide the bulk of the capital 
and managerial resources needed in this program, but the 
government will actively support efforts to achieve the 
Development Plan's goals. 


Several of the policies initiated during the past few 
years will continue under the forthcoming development 
program. They include: a balanced government budget; a 





persistent anti-inflation policy; the signing of additional 
double taxation treaties; maintenance of monetary correction, 
wage policies, price controls, and mini-devaluations of the 
cruzeiro; extensive export incentives; and a high level of 
international reserves. 


The program envisages a significant regional decentraliz- 
ation of the industrial sector. An effort will be made to 
reduce the gap between the relatively high incomes of 
south-eastern Brazil and the much lower incomes received in 
the north-northeast. The northeast, which is often described 
as the most densely populated and poorest region of the 
country, will enjoy special attention. Its industrial 
output is projected to increase 15 percent per year; its 
agricultural sector by 7 percent per year. The region's 
industrial efforts will concentrate mostly on the production 
of fertilizers, petro-chemicals, textiles, leather goods 

and other agro-industrial products. The Amazon and 


central-west portions of the country will receive stimuli 
principally for mining and agricultural enterprises. These 
enterprises will focus mostly on producing an ever increas- 
ing volume of beef, wood products, rubber, cocoa, sugar, 
fruits and rice. The two outstanding mining projects are 

the iron ore/steel complex at Carajas/Itaqui and the bauxite- 
aluminum operations at Trombetas/Belem. 


The government acknowledges the need for several basic 
adjustments in the economy. The most pressing need, of 
course, stems from the sharp rise in petroleum prices. The 
pressure that these price increases are placing on the 
balance of payments and on industrial costs will force 
Brazil to alter significantly its energy policies. In 
addition to conserving energy by such measures as placing 

a greater emphasis on mass transportation, the Government 
plans to augment rapidly domestic energy production. It is 
generally admitted, nevertheless, that the prospects of 
achieving self-sufficiency in petroleum are not good over 
the short term. Underlining the nation's need to earn more 
foreign exchange, the Government will promote a rapid growth 
in exports. The agricultural sector is expected to provide 
larger exportable surpluses than in the past. The export 
sector, which will be given additional stimuli, is expected 
to increase its sales of computers, ships, automotive 





products, agricultural machinery, steel products, precision 
instruments and minerals. At the same time, renewed efforts 
will be made to strengthen domestic industries, both as a 
means of conserving foreign exchange and as a step toward 
developing a modern industrial society. 


IMPLICATIONS FOR THE _UNITFD STATES 
SENET ease eee eS 


United States exports to Brazil should continue to expand 
as they accompany the upward trend of Brazil's total imports. 
American sales to Brazil in 1973 totalled $1.9 billion (CIF). 
The major items in these sales were fertilizers, chemicals, 
wheat, aircraft and tractors. Through September of this 
year, imports from the United States reached $2.06 billion 
(FOB), suggesting that by the end of the year they may 
climb to $2.8 billion. Undoubtedly, the same products that 
figured so prominently in United States exports during the 
past few years will continue to find a good market in the 
foreseeable future. Such items as fertilizers, wheat and 
small aircraft, however, may encounter greater competition 
from domestic production. In most cases,nevertheless, 
increased domestic output may merely offset the growth in 
demand rather than reduce imports. In addition, the demand 
for capital goods should open large new trade opportunities, 
especially in those sectors that the government will stimulate 
as part of the National Development Plan. Special attention 
may well be given to the steel expansion program and the 
Itaipu hydroelectric project. These two programs will 
generate machinery imports of, respectively, some $1.1 
billion and $700 million. 


The fulfillment of the Second National Development Plan 

will undoubtedly require considerable new foreign investment. 
With domestic industry already working at or near capacity, 
additional productive facilities will have to be built. 

Most of the financing for these projects will undoubtedly 
come from domestic sources. The volume of projected invest- 
ments, however, will exceed domestic savings, creating a 
need for both direct foreign investments and long-term 
credits. In addition, Brazil will likely seek to draw on 
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the managerial skills and market networks that the major 
multinational companies can provide, The Government has, 
however, indicated that it would prefer that such direct 
investments be channelled directly into the primary and 
secondary sectors, leaving the tertiary sector to domestic 
entrepreneurs. Even with this limitation, foreign 
corporations should find ample opportunity for investment 
in the many sectors being expanded rapidly. 
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